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Preface 


For millions of Canadians, owning a home is an abiding goal in life. For these 
Canadians, accessibility and security of homeownership are crucial if they are to 
realize their aspiration. These factors are also important for a stable homebuilding 
industry, a healthy economy and the well-being of Canadian society. Accessibility 
and security of homeownership rest to a large extent on predictable and relatively 
stable mortgage interest rates. 


During the recent period of high and volatile mortgage rates, many homeowners 
found themselves in serious financial difficulty when they were forced to renew their 
mortgages at extraordinarily high rates. The absence of any mechanism enabling 
homeowners to protect themselves in the face of dramatic and unexpected changes in 
mortgage rates contributed to their feeling of insecurity and helplessness. 


Canadian homeowners and prospective home buyers deserve improved security 
against the risk of losing their homes because of fluctuations in mortgage rates over 
which they have no control. 


To respond to concerns Canadians have about the uncertainty of future mortgage 
costs, I am proposing three measures to give protection to homeowners and prospec- 
tive home buyers. 


Two of the proposals deal specifically with the issue of security for the mortgage bor- 
rower. In co-operation with my colleague, the Honourable Roméo LeBlanc, Minister 
responsible for Canada Mortgage and Housing Corporation, I am proposing a Mort- 
gage Rate Protection Progam (MRPP) which will enable Canadians to buy protec- 
tion against extraordinary increases in mortgage rates. 


Longer term mortgages would give Canadians assurance in the stability of their 
mortgage payments over an extended period of time. To assist the development of 
longer term mortgages, I am proposing measures to facilitate and encourage the 
introduction of mortgage-backed securities by the private sector. 


Finally, my colleague, the Honourable Judy Erola, Minister of Consumer and Corpo- 
rate Affairs, and I are proposing amendments to the Interest Act to strengthen the 
rights of mortgage borrowers, increase the flexibility of the mortgage market and pro- 
vide Canadians with a broader choice of mortgage instruments. 


For each proposal, considerable attention has been devoted to ensuring that the effi- 
cient functioning of the mortgage market is not impaired. In each case, the key ele- 
ments require the participation of both government and the private sector. None of 
the proposals will pose significant costs to the federal government, although the gov- 
ernment is prepared to provide assistance in extraordinary circumstances. 
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While the three proposals are related, to a large extent they can proceed independ- 
ently. There will be extensive consultations focused on each proposal and especially 
on the factors that must be considered in their implementation. In this regard, my 
colleagues and I will be making a particular effort to obtain the views of the financial 
and housing communities. Because the government is anxious to proceed quickly 
with these proposals, I anticipate that consultations will take place over a matter of 
weeks rather than months. I invite all Canadians to submit their comments to me at 
the earliest possible date. 


ay a eae 


The Honourable Marc Lalonde 
Minister of Finance 
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Introduction 


Housing is a key sector of the economy, for both social and economic reasons. The 
federal government has provided significant support to housing, and to homeowner- 
ship in Canada, through a range of initiatives sponsored and implemented through 
the Canada Mortgage and Housing Corporation (CMHC). An essential element in 
maintaining a healthy housing market 1s an effective mortgage market. The cost and 
availability of mortgage funds have traditionally established the pace of both con- 
struction and resale activity. 


The National Housing Act of 1944 and the Central Mortgage and Housing Corpora- 
tion Act of 1946 focused on the development of an effective mortgage market both 
through direct lending and by facilitating lending by the private sector. As mortgage 
lending through private financial intermediaries increased, less direct lending by 
CMHC became necessary. Whereas CMHC provided 15 per cent of residential mort- 
gages in 1954, it accounted for less than 6 per cent in 1982. 


The deepening and broadening of the Canadian mortgage market since World War 
II has been dramatic. Institutional mortgage lending increased from less than $1 bil- 
lion in 1945 to almost $100 billion in 19838. As a percentage of gross national 
product, mortgages outstanding grew from 5 to 26 per cent over the same period. The 
availability of mortgage funds has not been a major issue for several years. 


On the other hand, the cost of funds has been a prominent issue in more recent years. 
As interest rates in Canada and other industrial countries moved to unprecedented 
levels in 1981 and 1982, they put tremendous pressure on both personal budgets and 
the housing market. Over this period, the mortgage market was severely strained, 
and it is a testimonial to all participants in the mortgage market, borrowers and 
lenders, that the market functioned as well as it did in a period when nominal inter- 
est rates doubled. 


Although funds continued to be available through this period and the vast majority 
of homeowners met their mortgage obligations, often through sacrifices in other 
areas, there was considerable disruption. The public’s concern shifted from the availa- 
bility of funds, and even to some extent from the cost of funds, and focused instead on 
stability and certainty in the mortgage market. As savers took steps to protect them- 
selves against volatile interest rates by shortening the term to maturity of their 
deposits, financial institutions responded by shortening the terms to maturity of the 
mortgages they were prepared to issue. Fixed rate 25 year mortgages were widely 
available prior to 1970. Five year mortgages, which became the norm during the 
1970s, were unavailable for a time in the early 1980s as homeowners and homebuy- 
ers faced the full effect of volatile interest rates. In 1982, 85 per cent of mortgages 
issued had terms to maturity of one year or less. In contrast to an environment of 


rising housing prices and relatively low and stable mortgage rates through much of 
the 1970s, the prospect for homeowners in the past few years has been one of stable 
or falling housing prices and extraordinarily high and volatile mortgage rates. 


The federal government introduced measures to assist homeowners who were hardest 
hit and least able to cope. A joint government-industry task force was established to 
ensure that problems were indentified as quickly as possible and dealt with in a flex- 
ible and responsive way. The co-operation of the mortgage lenders 1n responding to 
problems in a flexible manner was essential and was forthcoming in most instances. 


The Canada Mortgage Renewal Plan was introduced in the November 1981 budget 
to help homeowners help themselves through interest deferral and to assist those who 
could not help themselves through grants. The plan was amended in the June 1982 
budget. By November 1983, more than 21,000 homeowners had received assistance 
under the Canada Mortgage Renewal Plan. The government has demonstrated that 
it is prepared to take exceptional action in exceptional circumstances. 


Since 1982, mortgage interest rates have been virtually halved, as the general level of 
interest rates has fallen and as mortgage lenders have competed vigorously for busi- 
ness. Declining mortgage rates have benefited borrowers who took short term mort- 
gages in the 1980 to 1982 period. 


But many other borrowers, who chose to take longer term mortgages at high interest 
rates, continue to find themselves in a difficult financial position. Some of these bor- 
rowers who thought they had the right to prepay longer term mortgages have found 
that, in fact, they cannot do so. Others have found that the prepayment penalties 
demanded have been so large in some cases that borrowers would be better off finan- 
cially not to prepay. Many individuals in these situations have asked the government 
to intervene. 


The government is sympathetic to the plight of these individuals. It is clearly neither 
desirable nor possible, however, for the government to legislate retroactive changes to 
private contracts. Steps have been taken, in co-operation with financial institutions, 
to find flexible ways of dealing with the most difficult cases. As well, the government 
has been concerned to develop a comprehensive and balanced approach to 
minimizing the risk that Canadians could once again find themselves in a similar 
situation. 


The volatility of interest rates we have experienced, and the impact this has had on 
individual Canadians, have led the government to consider ways in which stability of 
mortgage costs could be enhanced and consumers’ rights strengthened. The issues are 
not simple. The Canadian mortgage market works well, and it is necessary to con- 
sider carefully whether measures that are intended to improve it might instead 
introduce distortions that would ultimately harm consumers rather than 

benefit them. 


The proposals advanced in this paper represent a carefully balanced approach in 
three major areas. 


First, the paper proposes an innovative Mortgage Rate Protection Program. This 
program will provide an opportunity for all Canadians, when they renew their exist- 
ing mortgage or take out a new mortgage, to purchase protection against extraordi- 
nary increases in mortgage rates. By limiting an individual’s exposure to extreme 
volatility in mortgage rates, the program will add to stability in mortgage costs and 
thereby increase the ability of Canadians to plan their financial affairs with 
confidence. 


Second, amendments to the Interest Act are proposed to strengthen the rights of 
mortgage borrowers, by providing a statutory framework for disclosure of obligations 
and prepayment rights, and by regulating maximum prepayment penalties on the 
basis of a formula that is fair to both borrowers and lenders. These amendments will 
also increase the flexibility of the mortgage market, and provide consumers with a 
wider range of mortgage instruments, by creating a clear legal basis for variable rate 
mortgages and index-linked mortgages. 


Finally, proposals are made to facilitate the development of longer term mortgages in 
Canada. At present, it is virtually impossible to take out a fixed interest rate mort- 
gage for longer than five years. The development of longer term mortgages would pro- 
vide substantial benefits to Canadians, by giving them assurance about the stability 
of their mortgage payments over an extended period of time. The government 
believes that longer term mortgages can and should be developed by the private sec- 
tor, and the paper discusses the introduction of mortgage-backed securities as a possi- 
ble way of assisting this development. There are currently a number of legislative 
barriers to the development of longer term mortgages. The government is prepared to 
remove these, and to explore with financial institutions whether additional govern- 
ment actions are required to support the development of longer term mortgages by 
the private sector. 


The balance of the paper describes these three proposals in greater detail. 
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1. Mortgage Rate Protection Program 


The decision to purchase a home is the largest single investment decision which most 
Canadian families will make during their lifetime. As such, this decision is a carefully 
considered one. Each family’s current and future needs for accommodation are 
weighed against its income prospects, the purchase price of the home and both cur- 
rent and expected mortgage financing costs. Until recently, mortgage interest rates 
have followed a relatively stable and predictable path. Between 1971 and 1978, the 
conventional mortgage interest rate rose from around 9% per cent to between 11 and 
11% per cent. Year-to-year fluctuations around this trend were modest and 
Canadian homebuyers could reasonably expect that they would be able to renew 
their mortgages at rates comparable to those prevailing when their first mortgage 
commitment was made. Since 1978, mortgage interest rates have fluctuated sharply, 
reaching levels above 20 per cent during 1981. Families which had to renew mort- 
gages during this period found that the monthly carrying costs had increased 
sharply. Even families whose mortgages were not coming due at that time were 
forced to re-evaluate their savings and spending decisions against the possibility that 
interest rates would be high on their renewal dates. A large number of Canadians 
have been adversely affected by interest rate fluctuations. 


While it 1s neither possible nor desirable to shelter individuals from all fluctuations in 
interest rates, it is possible to devise programs which give Canadians a reasonable 
assurance that large, unexpected changes in interest rates will not lead to serious 
financial difficulties. The objective of the Mortgage Rate Protection Program 
(MRPP) described below is to protect homeowners against substantial increases in 
monthly payments caused by extraordinary increases in mortgage rates. 


The Proposed Program 


Under the proposed program, homeowners, upon payment of a fee, would be able to 
protect the interest rate on mortgages of up to $70,000 with terms to maturity of one 
year or greater. The interest rate to be protected will be the market interest rate pre- 
vailing for the relevant mortgage term at the time the mortgage protection is taken 
out. This rate, to be published by CMHC, will be the mortgage reference rate. 


The program is not designed to protect homeowners against all fluctuations in mort- 
gage rates. Its basic purpose is to offer security against severe financial disruption 
due to extraordinary increases in interest rates. For this reason it is proposed that 
increases 1n mortgage rates up to 2 percentage points above the mortgage reference 
rate will not be covered by the program. The protection would cover three-quarters of 
any cost increase resulting from an increase in mortgage interest rates greater than 


this threshold of 2 percentage points, to a maximum of 10 percentage points over the 
threshold. The amount of protection available would be determined by the amount 
owing on the mortgage on renewal. If a partial prepayment has been made on the 
mortgage, then the payments would be based on the amount still owed after the 
prepayment. 


The protection period would be equal to the term of the original mortgage and begin 
when the original mortgage term expires. An individual would therefore choose his 
period of protection in choosing the term of his mortgage. For example, if on January 
1, 1985 an individual takes out a one year mortgage, then his mortgage expires on 
December 31, 1985. His protection period would then be January 1, 1986 to Decem- 
ber 31, 1986. An individual who takes a five year mortgage on January 1, 1985, 
expiring on December 31, 1989 will be protected from January 1, 1990 to Decem- 
ber 31, 1995. Thus in choosing his mortgage term and taking out protection under 
MRPP, an individual can guarantee relative interest rate stability for a period equal 
to twice the term of the original mortgage. 


On renewal of his original mortgage, the homeowner can choose to extend his mort- 
gage protection by paying an additional fee. By an appropriate choice of program 
renewals an individual can be continuously protected until his mortgage is fully 
amortized, if he so wishes. If a homeowner exercises this option, then the mortgage 
reference rate will be set at the rate prevailing on the date that participation in the 
program was renewed. 


Present indications are that the period of volatile interest rates is behind us and that 
the program could run a small surplus or show only moderate costs. However, recent 
experience indicates that unanticipated changes in international economic conditions 
can have a large impact on domestic economic developments. Unexpected develop- 
ments in Canadian mortgage rates could have a major impact on the costs of the 
program. 


In order to ensure that the MRPP remains fiscally responsible, it is proposed that 
the maximum protection under the program be three-quarters of the increased pay- 
ments associated with a mortgage rate increase of 10 percentage points above the 
deductible amount. 


Technical details of the proposed program are set out below. 


Eligibility 


Eligible Borrowers 


¢ Borrowers taking new mortgages with a term of one year or more would be eli- 
gible to participate in the MRPP. 


¢ Existing homeowners will be eligible to enter the program on their next mort- 
gage renewal date. 


Eligible Properties 


e Only the principal residence of a homeowner will be covered. This includes sin- 


gle and semi-detached homes, condominium units and mobile homes. In the 
case of duplexes and other jointly held buildings, the qualifying mortgage would 
be apportioned to the unit occupied by the owner. 


¢ Rental properties and those owned by corporations will not be eligible for 


protection. 


Eligible Mortgages 


Fee Level 


e All first mortgages, except vendor take-back mortgages, are eligible. 


e The maximum mortgage principal that could be covered would be $70,000. This 


amount significantly exceeds the average size of new mortgages issued in 1982. 


A fixed protection fee of 1% per cent of the face value of the mortgage to be 
insured, up to a maximum $1,050, is proposed. This fee level is intended to keep 
the fee receipts and claims of the MRPP plan approximately balanced during 
periods of moderate interest rate fluctuations. 


The fee would be payable at the time that the insurance agreement was entered 
into and could be included in the mortgage loan amount and amortized over the 
period of the mortgage. 


Term to Maturity and Protection Period 


e Borrowers would be free to choose any mortgage term on renewal. If, at 


renewal, borrowers perceive interest rates to be high, they will be able to take 
out shorter term mortgages, thereby benefiting if interest rates decline during 
the protection period. On the other hand, if interest rates are perceived to be 
low, then borrowers will be in a position to lock in the low rates for the full pro- 
tection period. 


The individual’s protection period will not be affected by the length of term he 
chooses when he renews his mortgage. For example, an individual who took out 
a five year mortgage and purchased five years’ protection at a particular refer- 
ence rate would be protected at that rate for a full five years, whether he takes a 
series of one year mortgages on renewal or whether he renews for the full five 
years. Claims payments in each year would be determined by the difference 
between the reference rate on renewal and the reference rate on the original 
mortgage. 


Transferability of Insurance Protection 


Canadians are a mobile people. The 1981 census indicates that over 40 per cent of 
homeowners had moved during the previous decade. This high degree of mobility 
reflects many factors, such as the desire to improve employment and income pros- 


pects. It is desirable that the MRPP does nothing to impede this feature of Canadian 
life. Further, individuals who have taken out interest rate protection should be 
entitled to receive the benefits in some manner even if they have chosen to change 
homes. For these reasons it is proposed that the interest rate protection be 
transferable. 


Upon sale of the home, if the purchaser assumes a mortgage on which a protection 
fee has been paid, then mortgage rate protection would be transferred along with the 
title. This type of transferability will be handled similarly to the transfer of all other 
terms and conditions of the mortgage to the purchaser. No fundamental change in 
existing mortgage instruments will be necessary. Any claims arising from the MRPP 
would be paid to the new homeowner on renewal of the current mortgage. To the 
extent that transferability is perceived to be of potential benefit, transferability in 
this way would allow the seller to negotiate with the purchaser to receive some por- 
tion of the benefit. 


Summary of the Proposed Program 


Benefits 


The MRPP presented above would have the following features: 


(1) Available on first mortgages to purchasers of new and existing homes and 
to existing homeowners whose mortgages will be renewed after the 
implementation of the program. 


(2) Protection fee of 1% per cent of the value of the mortgage to be protected, 
up to a maximum value of $70,000. 


(3) Protection coverage against three-quarters of the increase in monthly pay- 
ments, above a threshold of 2 percentage points. 


(4) Maximum coverage of 10 percentage points above the threshold. 
(5) Mortgage protection period equal to the term of the mortgage. 
(6) Flexible mortgage term on renewal. 

(7) Continuous protection at the option of the homeowner. 


(8) Transferability of protection with the mortgage. 


The following table provides an example of the financial implications of participation 
in the program for the homeowner . As Table 1 indicates, the degree of protection 
provided by the MRPP can be very large if mortgage rates increase dramatically. 


Tabie 1 


Financial Protection to Homeowner under Mortgage Rate Protection Program” 


Number of years of protection 


1 3 5 
Initial conditions of mortgage 
Interest rate (per cent) 10% 11% 12% 
Monthly principal and interest payments $638 $710 $747 
3-percentage-point increase 
Monthly payment on renewal $784 $860 $898 
Total increase in monthly payment $146 $150 $151 
Monthly amount paid by MRPP $37 $38 $38 
Increase 1n monthly payment by homeowner $109 $112 $113 
Total MRPP benefit over protection period $444 $1,368 $2,280 
5-percentage-point increase 
Monthly payment on renewal $885 $962 $1,001 
Total increase in monthly payment $247 $252 $254 
Monthly amount paid by MRPP® $113 $115 $116 
Increase in monthly payment by homeowner $134 $137 $138 
Total MRPP benefit over protection period $1,356 $4,140 $6,960 
10-percentage-point increase 
Monthly payment on renewal $1,144 $1,222 $1,261 
Total increase in monthly payment $506 $512 $514 
Monthly amount paid by MRPP” $307 $310 $311 
Increase in monthly payment by homeowner $199 $202 $203 
Total MRPP benefit over protection period $3,684 $11,160 $18,660 


() Assumes initial mortgage of $70,000 amortized over 25 years. Interest rates chosen are those prevailing at the end of 1983. 


(2) Assumes equal monthly payments paid to individual over the protection period. 


With a $70,000 mortgage, the protection fee would be $1,050. This amount can be 
added to the mortgage on entry to the program, and if amortized over 25 years at 
current rates of interest, would add less than $11 per month to a homeowner’s 
monthly mortgage payment. Thus, for less than $11 per month, a homeowner with a 
$70,000 mortgage could ensure that his monthly mortgage payment would not 
increase by more than about $200 should mortgage rates increase by 10 percentage 
points. In considering the maximum increases shown in Table 1, for the various sce- 
narios, it should be recognized that in most cases a homeowner’s income will also 
have increased during the period of his original mortgage. 


Costs of the MRPP 


The costs of the MRPP are difficult to predict since they depend on the degree to 
which Canadians choose to participate in the program and on the mortgage rates 


that will prevail several years in the future. One of the prime objectives in designing 
the program, however, is to ensure that it is fiscally responsible. In essence, this 
means that: 


e the MRPP is not designed to be a subsidy program, 


¢ under reasonable assumptions, the net costs of the program should be close to 
zero, and 


e if the worst case were to occur, there would inevitably be program costs that 
could be significant, but such costs should not be open-ended. 
A number of cost scenarios have been considered. Employing a reasonable set of 
assumptions with respect to: 
e the timing of the entry of existing homeowners into the program, 
e the volume of housing starts in the future, 


e the term to maturity of the mortgage that is taken when homeowners enter the 
program, and 


e the term to maturity of the mortgage that is taken when homeowners renew 
their mortgages and receive payments under the program, 


different interest rate projections produced average annual program net revenues as 
high as $200 million or average annual net expenditures of up to $200 million over a 
10 year period. 


Consultations 
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This proposal is innovative and is likely to have far-reaching implications. I want to 
ensure that these implications are well understood and that the various administra- 
tive and technical issues associated with this program are resolved. My colleague, the 
Minister responsible for Canada Mortgage and Housing Corporation, and I have 
therefore instructed our officials to discuss the key elements of the program with 
housing market participants as quickly as possible. In addition, all Canadians are 
invited to provide comments on the proposal. 


Implementation of the proposals requires legislative action. Consequently, the 
enabling legislation would have to be passed before Canadians could enter the pro- 
gram. However, to ensure that homeowners can benefit from the program without 
undue delay, I am proposing that the legislation provide that the effective date on 
which homeowners taking out new mortgages or renewing mortgages would be elli- 
gible to enter the program would be March 1, 1984. In the period between February 
15 and March 1, my officials will be working with major mortgage lenders to resolve 
the administrative implications of providing an entitlement to coverage as of 

March 1, 1984. 


2. Strengthening Borrowers’ Rights and Increasing the 
Flexibility of the Mortgage Market 


The recent period of high and volatile interest rates disturbed many of the tradi- 
tional relationships that have existed in the mortgage market. This caused consider- 
able uncertainty and, in some cases, hardship among homeowners who had to renew 
their mortgages. The recent decline in interest rates has led many borrowers who 
renewed mortgages at high interest rates for longer terms to seek assistance from the 
federal government in having their interest rates reduced. 


Problems related to mortgage renewals are not new. There were many requests for 
government action during 1981 and 1982, when interest rates reached record high 
levels. At that time, there was considerable uncertainty in the minds of some borrow- 
ers as to what term they should select in renewing their mortgages. During this 
period, most borrowers renewed for terms of less than two years or chose to take vari- 
able rate mortgages. Available information suggests that individuals who renewed 
their mortgages for longer terms when interest rates were very high were in the 
minority. For many of those who did so, stability in payments was an important fac- 
tor in their choice. While it was possible that interest rates might decline during the 
mortgage term, the individual was, in effect, buying a form of insurance guaranteeing 
that his payments would not increase over the life of the mortgage. 


Prior to the mid-1970s, it was rather common for mortgages to have terms of five 
years and in some cases even longer. Over time, a number of factors have contributed 
to the disappearance of very long term (over five years) residential mortgages. The 
general upward trend in interest rates and inflation over the past 10 to 15 years has 
resulted in savers and lenders becoming more reluctant to commit funds for longer 
periods of time. As the experience of 1982 illustrates, during periods of volatile 
interest rates, savers tend to seek savings instruments with shorter maturities. 


Most financial institutions are margin or spread lenders and they usually attempt to 
match the term to maturity of their assets and liabilities. As a result, the rates that 
financial institutions are prepared to pay to obtain savings deposits are related to the 
rates they earn on their assets (i.e. loans, mortgages, etc.). Financial institutions can 
experience difficulties if they have funded their long term fixed rate mortgages with 
short term demand-type deposits, and short term interest rates increase sharply. 
Some institutions did fund some part of their portfolios in this fashion 1n the late 
1970s and their profitability suffered accordingly in 1980 and 1981. Therefore, lend- 
ers sought to reduce their risks by matching the terms to maturity of their assets and 
liabilities, and shortening the terms of their mortgages to match the terms of the 
deposits that were available to them. 
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Section 10 of the Interest Act provides borrowers with the right to prepay mortgages 
that have been in effect more than five years upon the payment of a penalty equal to 
three months’ interest. The existence of this section has contributed to the disappear- 
ance of very long term mortgages because lenders view it as creating an unequal dis- 
tribution of risks between borrowers and lenders. When mortgage rates rise, the 
lender’s assets would be committed at lower fixed rates for long periods of time. Con- 
versely, when interest rates decline, the borrower could discharge his mortgage upon 
the payment of the three months’ interest penalty even though the lender would still 
be obligated to pay the higher interest rates on his long term deposits. Where inter- 
est rates fall substantially, three months’ interest penalty would be insufficient to 
compensate the lender for his loss. Since maximum prepayments are not specified for 
mortgage terms under five years, lenders have an incentive to offer mortgages with 
terms not exceeding five years. 


The government is proposing a number of initiatives that, in the future, can help to 
avoid the problems that some homeowners have experienced. 


Disclosure 


The fact that some mortgage borrowers felt they were not properly informed or were 
unaware of the nature of the prepayment provisions of their mortgage contracts sug- 
gests the need for mandatory disclosure of such information. The government is 
proposing that comprehensive regulations to the Interest Act dealing with disclosure 
of borrowing costs be introduced to ensure that mortgage borrowers have complete 
disclosure of all terms and conditions regarding their mortgages, including those 
relating to the prepayment of their loans. The banks currently adhere to disclosure 
regulations issued under the Bank Act. Placing similar regulations in the Interest 
Act would broaden them to apply to all mortgage lenders and all residential mort- 
gages. This initiative responds to the need of borrowers for full information, and will 
improve competition in mortgage markets by helping consumers to compare the 
terms and conditions of mortgages offered by various lenders. 


Prepayment Rights and Penalties 
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As recent events have shown, the determination of “fair’’ prepayment penalties can 
be a contentious issue. A borrower may wish to prepay a mortgage for a variety of 
reasons, including availability of lower interest rates, changes in personal financial 
circumstances, a desire to pay off the loan or a desire to sell the property. The lend- 
ing institution, on the other hand, has requirements that may not fit very well with 
the borrower’s wishes. If interest rates have fallen, the lender is likely to be funding 
the mortgage with a high interest rate deposit and would prefer to keep his funds in a 
high interest mortgage loan. The need is, therefore, for a prepayment principle that 
is fair to both parties. 


The government believes that borrowers should have the right to prepay their mort- 
gages. When they do so, however, lenders should be compensated for the losses 


incurred. The government is proposing that the maximum prepayment penalty 
should be the present value of the difference, over the balance of the mortgage term, 
between the interest stream at the currently prevailing market interest rates and the 
interest stream at the rate provided for in the mortgage being repaid. 


Mortgage contracts have a variety of prepayment penalty provisions. Some contracts 
are silent on the subject and, in these circumstances, penalties are at the lender’s dis- 
cretion. With the decline in interest rates, some borrowers have complained about 
the level of proposed prepayment penalties which, in some cases, have exceeded full 
compensation for the lenders’ losses. Amending the Interest Act, so that the max- 
imum amount that lenders can collect is the present value of the loss incurred as a 
result of prepayment, will prevent exorbitant penalties. The amendments will also 
give borrowers the right to prepay their mortgage at any time, at penalties no higher 
than the maximum prepayment penalty prescribed. These amendments would not 
preclude individual consumers negotiating, where possible, prepayment rights that 
are more favourable than the maximum set out by law. 


The government is also proposing that no additional charges be permitted on prepay- 
ment other than the normal fees for discharging a mortgage. This approach will 
ensure that consumers will not face any unexpected charges on prepayment. Since 
some expenses are incurred in initiating a mortgage, it 1s possible that lenders will 
wish to charge mortgage initiation fees. The improved disclosure requirements will 
ensure that any such fees are set out in advance, thereby encouraging competition in 
the marketplace. 


Repeal of Section 10 


As discussed above, the provision for a three months’ interest prepayment penalty on 
longer term mortgages, contained in Section 10 of the Interest Act, is an important 
factor discouraging the introduction of mortgages with terms of more than five years. 
There have been periodic requests for government action to encourage the develop- 
ment of a long term mortgage market, and the government is proposing initiatives to 
this end. As one step, Section 10 will be repealed to eliminate this legislative barrier 
to the development of very long term mortgages and to make uniform the prepay- 
ment penalties for all residential mortgages. The repeal of Section 10 would not 
apply retroactively to existing mortgages, and therefore no existing mortgage borrow- 
ers will be adversely affected by this action. 


The repeal of Section 10, combined with the proposed present value prepayment 
penalty rules, is necessary if the longer term mortgage market is to be revived. The 
new prepayment formula will help to ensure that mortgage funds are available to 
meet the demand, while the repeal of Section 10 will remove an important barrier to 
longer term mortgages. 
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Improving the Flexibility of the Mortgage Market 
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The flexibility of the mortgage market can be improved by increasing the number of 
alternative mortgage instruments that are available to customers. Recent experience 
suggests that there is a demand from both borrowers and lenders for alternative 
arrangements. However, Section 6 of the Interest Act states that mortgage contracts 
with blended payments of interest and principal must stipulate the mortgage rate, or 
no interest shall be charged or recoverable. Some lenders have argued that this sec- 
tion of the Act limits the widespread use of variable rate mortgages (VRMs) and the 
introduction of index-linked mortgages (ILMs) in the Canadian marketplace. 


Variable Rate Mortgages (VRMs) 


Since their introduction in the late 1970s, a number of VRM designs have appeared, 
but their essential characteristic is that the interest rate charged on a borrower’s out- 
standing balance is not fixed at the outset but is allowed to float up or down, being 
tied to some agreed ‘“‘reference rate’’. 


Despite the existence of Section 6, several lenders are making VRMs available to 
their customers. While this can be accomplished in a number of ways, the procedures 
are unnecessarily complicated and it seems clear that some lenders remain uncom- 
fortable regarding present arrangements. The government is proposing that Section 6 
of the Interest Act be amended to clarify the status of VRMs. 


Special provision for VRM prepayments will be required. On conventional mort- 
gages, the government is proposing that the maximum prepayment penalty be lim- 
ited to the present value of the losses incurred by the lender. One of the fundamental 
terms of a VRM is that the interest rate is permitted to vary over the life of the con- 
tract and is typically set equal to the current market rate. Therefore, no prepayment 
penalties for VRMs would be permitted, since the lenders will be able to relend the 
funds at current market rates and will not incur losses. 


Index-Linked Mortgages (ILMs) 


ILMs are another mortgage design that could add to the flexibility of the mortgage 
market. The main feature of an ILM is that the outstanding loan balance, rather 
than the interest rate, is adjusted to reflect changes in the rate of inflation. While 
ILMs can be useful in certain circumstances, they are not appropriate for all 
borrowers. 


Index-linked mortgages are not now available in the Canadian marketplace, in part 
because the Interest Act makes no distinction between the “real” and the inflation- 
related portions of interest rates. The government is proposing to define the concept 
of real interest in the Interest Act, thereby providing a sound legislative basis for 
index-linked financial instruments and adequate disclosure of the terms and condi- 
tions associated with them. 


The prepayment rights and penalties associated with ILMs would conform with those 
associated with conventional mortgages, although the actual penalties are likely to 


be smaller in dollar terms since they would apply only to fluctuations in the real rate 
of interest. 


Consultations 


My colleague, the Minister of Consumer and Corporate Affairs, and I will be asking 
our officials to meet with officials from provincial governments in the next few weeks 
to encourage a degree of uniformity in disclosure requirements between federal and 
provincial legislation. Consultations will also be held with the mortgage lending insti- 
tutions to discuss the implementation of the proposed disclosure code and prepay- 
ment penalty formula, and to ask mortgage lenders to extend these prepayment prin- 
ciples to existing mortgage holders on a voluntary basis. While we are committed to 
the principles underlying these legislative changes, we are prepared to consider 
suggestions about the most effective way to implement these principles. 
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3. Promoting Longer Term Mortgages: Mortgage-Backed 
Securities 


Both existing homeowners and those wishing to purchase homes have expressed con- 
cern about the uncertainty they face in planning for the future when mortgages must 
be renewed periodically at uncertain interest rates. In this regard, the housing indus- 
try has stated that it considers the development of 10 year mortgages to be an impor- 
tant element in assuring the stability and growth of the residential construction 
industry. 


This paper proposes a method whereby fixed-rate longer term mortgages could be 
made available at a reasonable cost, through the introduction of mortgage-backed 
securities. A mortgage-backed securities plan involves no government subsidy and 
would rely on the private sector to a large extent to develop and implement the plan. 
The government is prepared to create the conditions necessary for the private sector 
to pursue the development of a mortgage-backed securities market in Canada. 


What are Mortgage-Backed Securities? 


Private mortgage lenders or other institutions would originate or acquire NHA- 
insured mortgage loans and arrange to have securities, backed by the mortgages, sold 
to investors. These instruments are known as mortgage-backed securities. The securi- 
ties sold to investors would have relatively long terms to maturity, say 10 years, with 
the money raised being used to fund pools of mortgages with similar terms. Each 
security would represent a share in the mortgage pool, and the monthly payments 
made by mortgage borrowers would be collected by the issuer of the securities and be 
passed through to the holder of the mortgage-backed security in proportion to each 
investor’s share of the pool. Monthly payments received by investors would include 
interest, principal amortization and mortgage prepayments, with monthly income 
being net of any servicing fees kept by the securities issuer. 


The advantages to the investor of purchasing mortgage-backed securities are that the 
securities could be sold in the secondary market, as bonds are, and would generate 
monthly income as opposed to semi-annual income, as conventional bonds do. In 
addition, investors would be in a position to earn the higher yields associated with 
mortgages relative to bonds with similar risk characteristics, without becoming 
involved in dealing with individual mortgages. 


Mortgage-backed securities have been available in the United States since 1970, and 
the market for these instruments is very well developed. In recent years, mortgage- 
backed securities have been the major method by which mortgages have been 
financed in the United States. 
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Specific Design Features of Mortgage-Backed Securities in Canada 


Prepayment Privileges 


A key element in encouraging investors to commit their funds for long periods at 
reasonable rates is the certainty that the investor will receive both the contracted 
rate of return and the full repayment of principal. Repayment of principal can be 
ensured through the provision of NHA insurance. To ensure that the investor receives 
the contracted rate of return, prepayment privileges must be addressed. If mortgages 
in the pool are prepaid when market interest rates fall, the principal is returned to 
the investor sooner than anticipated and the actual yield on the security will be 
lower than the yield quoted at the time of purchase. 


When interest rates drop substantially, homeowners would tend to prepay their 
mortgages and the mortgage-backed security holder would be required to accept the 
principal and reinvest at lower rates. Alternatively, if rates rise, the homeowner 
would retain the mortgage and the investor would not be able to benefit from higher 
rates. Thus, the investor would face substantial risk whichever direction rates move. 


To solve this problem, mortgages eligible for funding under a mortgage-backed securi- 
ties plan would require prepayment penalties to be based on the present value of the 
difference between the interest stream at the new rates and the interest stream at 
the rates under the mortgage being repaid. 


The prepayment regime that the government proposes to introduce through amend- 
ments to the Interest Act will effectively resolve this issue. The government is also 
prepared to change the prepayment privileges on NHA insured loans to ensure that 
they are consistent with the development of an effective long term mortgage 
instrument. 


Some Issues Concerning the Introduction of Mortgage-Backed Securities 


Timely Payment Guarantees 


Mortgage-backed securities in the U.S. carry a timely payment guarantee, which 
gives the investor certainty that regular monthly payments will be made. The govern- 
ment is prepared to discuss the implications of providing a guarantee for the timely 
payment of principal and interest on mortgage-backed securities. Under such a guar- 
antee, the issuers would have the initial responsibility for making up, out of their own 
funds, any shortfall arising from delinquent mortgages and maintaining payments to 
the investor until the mortgage is in default and the funds are recouped from the 
mortgage insurance fund. If the issuer cannot meet the required payments, the gov- 
ernment would meet that obligation. In that event, the issuer would lose its ‘‘issuer 
status” and the government would assume the pool of mortgage assets until it could 
be sold to another securities issuer. 
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Homeowner Demand 


Would homeowners be willing to commit themselves to a 10 year mortgage? Among 
other factors, homeowner demand for 10 year mortgages would depend on the actual 
and anticipated level of interest rates. For example, if interest rates were perceived to 
be high, homeowners might prefer to choose a considerably shorter mortgage term so 
that they would be in a position to benefit if rates fell. 


Investor Demand 


There is a possibility that unfamiliarity with the instrument and its relative illiquid- 
ity, at least in the early stages, would discourage investment in mortgage-backed 
securities. Improved information could allay the first concern while the second would 
become less important as the market matured. In the initial stages of the program, 
key investors would be pension funds and insurance companies. Smaller investors 
could also be attracted to the mortgage-backed securities market if the securities 
were sold in small denominations. 


Consultations 


It is clear that a broad range of public consultations are necessary before proceeding 
with this proposal. Many of the details will have to be carefully considered with rep- 
resentatives of financial institutions and potential investors. These consultations will 
begin as quickly as possible. Particular issues of interest will include: 


e implications of the timely payment guarantee; 


e the design features that might be built into the securities and the mortgages 
backing the securities to enhance their safety and acceptability for borrowers 
and lenders; 


e the types of institutions which should be eligible to pool loans and issue mort- 
gage-backed securities; 


¢ administrative difficulties that could affect implementation of the plan; 
e the effects of the proposal on existing financial markets; and, 


e the economic and financial effects of the proposals on mortgage rates, activity in 
the housing market, and on competing 10 year financial instruments. 
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